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NOTES FOR FOMC MEETING 

March 2 6 ,  1985 


Sam Y .  Cross  


During t h e  s i x  weeks s i n c e  t h e  l a s t  FOMC m e e t i n g ,  t h e r e  h a s  

been a g r e a t  d e a l  o f  a c t i v i t y  and c o n s i d e r a b l e  t u r m o i l  i n  t h e  f o r e i g n  

exchange m a r k e t s .  The d o l l a r  has  covered  a l o t  of  ground i n  b o t h  

d i r e c t i o n s  and a f t e r  a number of ups and downs it i s  now t r a d i n g  a b i t  

below t h e  l e v e l s  of s i x  weeks ago .  

For t h e  f i r s t  two weeks of t h e  i n t e r m e e t i n g  p e r i o d .  t h e  

d o l l a r  r o s e  s h a r p l y .  moving from one r e c o r d  l e v e l  t o  a n o t h e r .  During 

t h o s e  weeks t h e  d o l l a r  was b o l s t e r e d  by c o n t i n u i n g  ev idence  t h a t  t h e  

U . S .  economy and monetary a g g r e g a t e s  were expanding  more s t r o n g l y  t h a n  

had been expecxed.  and by e x p e c t a t i o n s  t h a t  t h e  F e d e r a l  Reserve  would 

respond by t i g h t e n i n g  p o l i c y .  

I n  a d d i t i o n ,  marke t  p r o f e s s i o n a l s  had come t o  doubt  t h a t  

c e n t r a l  banks would o f f e r  much r e s i s t a n c e  t o  a f u r t h e r  r i s e  of t h e  

d o l l a r .  The d o l l a r / m a r k  r a t e  had a l r e a d y  r i s e n  w e l l  above DM 3 .18-a  

l e v e l  where i n t e r v e n t i o n  had succeeded  i n  s t o p p i n g  t h e  d o l l a r ’ s  r i se  

i n  e a r l i e r  months.  The m a r k e t ’ s  s k e p t i c i s m  abou t  c e n t r a l  banks’  

w i l l i n g n e s s  and a b i l i t y  t o  s tem t h e  c o n t i n u e d  c l imb i n  t h e  d o l l a r  t h i s  

t ime  p e r s i s t e d  even  though c e n t r a l  banks d i d  i n t e r v e n e  i n  f a i r l y  l a r g e  

amounts.  During t h e  f i r s t  two weeks a f t e r  t h e  l a s t  FOMC m e e t i n g ,  from 

Februa ry  1 2 - 2 6 ,  t h e y  s o l d  a t o t a l  $3 .3  b i l l i o n .  The U . S .  a l s o  

i n t e r v e n e d ,  on one o c c a s i o n - - F e b r u a r y  1 9  when we s o l d  $65  m i l l i o n  

a g a i n s t  marks and $ 1 6 . 4  m i l l i o n  a g a i n s t  s t e r l i n g ,  s p l i t  e q u a l l y  

between t h e  T r e a s u r y  and t h e  F e d e r a l  Rese rve .  

A s  t h e  d o l l a r  c o n t i n u e d  t o  r i s e .  r e a c h i n g  a lmos t  DM 3 . 4 8 ,  

t h e r e  was i n c r e a s i n g  conce rn .  p a r t i c u l a r l y  among European c e n t r a l  

banks ,  w i t h  b o t h  t h e  speed  of t h e  d o l l a r ’ s  r i s e  and t h e  h i g h  l e v e l s  it 

was r e a c h i n g .  I n  l a t e  F e b r u a r y ,  a t  a t i m e  when t h e  d o l l a r  was 
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f l u c t u a t i n g  w i d e l y  around t h o s e  v e r y  h i g h  l e v e l s ,  t h e  c e n t r a l  banks 

w i t h  t h e  Bundesbank i n  t h e  l e a d  mounted a l a r g e - s c a l e ,  c o o r d i n a t e d  

i n t e r v e n t i o n  e f f o r t ,  s e l l i n g  a t o t a l  of $ 4 . 1  b i l l i o n  i n  t h e  t h r e e  days  

from Februa ry  2 7  t o  March 1 .  The U.S. s o l d  $ 2 5 7 . 5  m i l l i o n  a g a i n s t  

marks a s  p a r t  o f  t h e  c o n c e r t e d  o p e r a t i o n s  d u r i n g  t h o s e  t h r e e  d a y s .  

a g a i n  s p l i t :  between t h e  T r e a s u r y  and t h e  F e d e r a l  Rese rve .  On t h e  

second day of  t h i s  o p e r a t i o n ,  t h e  U . S .  a u t h o r i t i e s  o p e r a t e d  & passy. 

w i t h  t h e  Deutsche  Bundesbank. which l e f t  a n  o r d e r  w i t h  t he  Desk t o  

s e l l  d o l l a r s .  On t h e  t h i r d  day f i v e  o t h e r  European c e n t r a l  banks 

j o i n e d  t h e  U . S .  and German a u t h o r i t i e s  i n  o p e r a t i n g  i n  t h e  N e w  York 

m a r k e t .  F o r e i g n  exchange d e a l e r s  saw t h e  Desk i n t e r v e n i n g  i n  a s  many 

a s  6 c u r r e n c i e s ,  and t h i s  approach  he lped  t o  d i s p e l  t h e  i m p r e s s i o n  

t h a t  t h e  c e n t r a l  banks were i n  d i s a r r a y  ove r  i n t e r v e n t i o n .  

After t h e  end o f  t h i s  Thursday c o n c e r t e d  e f f o r t ,  t h e  r e s u l t s  

were f i r s t  judged  t o  b e  i n c o n c l u s i v e .  On t h e  one hand t h e  momentum of 

t h e  d o l l a r ’ s  r i s e  was broken .  a t  l e a s t  f o r  a w h i l e .  On t h e  o t h e r  

hand ,  many were impressed  t h a t  t h e  d o l l a r  d i d  n o t  f a l l  p r e c i p i t o u s l y  

under  t h e  p r e s s u r e  o f  heavy i n t e r v e n t i o n .  and t h e y  no ted  t h a t  demand 

f o r  d o l l a r s  f o r  a v a r i e t y  of needs  f r o m  a v a r i e t y  of s o u r c e s  remained 

s t r o n g .  

L a t e r  o n ,  newly r e l e a s e d  s t a t i s t i c s  r a i s e d  q u e s t i o n s  abou t  

t h e  p r o s p e c t s  f o r  c o n t i n u e d  s t r o n g  growth i n  t h e  U . S .  economy, t h e  

d o l l a r  began t o  weaken. The exchange marke t s  i n r e r p r e t e d  t h e s e  

s t a t i s t i c s  a s  a s i g n  t h a t  t h e  F e d e r a l  Reserve  might  e a s e  monetary  

p o l i c y ,  l e a d i n g  t o  downward p r e s s u r e  on t h e  d o l l a r .  The heavy weight  

o f  d o l l a r s  l e f t  i n  p r i v a t e  hands by t h e  c e n t r a l  banks ’  e a r l i e r  

i n t e r v e n t i o n s - - t o t a l l i n g  $10 b i l l i o n  s i n c e  t h e  G - 5  meet ing  i n  mid-

J a n u a r y - - p r o b a b l y  c o n t r i b u t e d  t o  t h i s  s h i f t  i n  s e n t i m e n t .  
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Thus,  when news b roke  of t h e  Ohio s a v i n g s  and l o a n  problem,  

t he  marke t s  were ne rvous  and v u l n e r a b l e .  Abroad. p a r t i c u l a r l y  i n  

Europe.  t h e  TV image of d e p o s i t o r s  s t a n d i n g  i n  l i n e  t o  wi thdraw funds  

a roused  concern  abou t  t h e  U . S .  banking  sys t em i n  g e n e r a l  and about  t h e  

d o l l a r .  A t  l e a s t  i n i t i a l l y ,  many f o r e i g n e r s .  unaware o f  t h e  p r e c i s e  

magnitude o f  t h e  Ohio problem were reminded of C o n t i n e n t a l  I l l i n o i s  

and f e a r e d  a f u r t h e r  s h a k i n g  up of f i n a n c i a l  m a r k e t s .  Thus ,  i t  

t r i g g e r e d  a l a r g e  s e l l - o f f  of  d o l l a r s  and t h e  d o l l a r  f e l l  s h a r p l y  i n  

e x t r e m e l y  a c t i v e  t r a d i n g ,  r e a c h i n g  a low o f  DM 3 . 1 8  l a s t  week. Even 

a f t e r  it appeared  t h a t  banking  a u t h o r i t i e s  were a c t i n g  t o  d e a l  

e f f e c t i v e l y  w i t h  t h e  Ohio s i t u a t i o n ,  t h e  exchange marke t s  were 

i n f l u e n c e d  by t h e  monetary p o l i c y  i m p l i c a t i o n s ,  e x p e c t i n g  t h e  U . S .  

monetary a u t h o r i t i e s  would have no room t o  t i g h t e n  and might  even  e a s e  

i n  t h e s e  c i r c u m s t a n c e s .  

A t  p r e s e n t .  t h e  d o l l a r  h a s  r e c o v e r e d  somewhat f r o m  i t s  lows 

f o r  t h e  p e r i o d .  But marke t  c o n f i d e n c e  h a s  been  shaken .  L a r g e - s c a l e  

buye r s  of d o l l a r s ,  commercial  and s p e c u l a t i v e .  a r e  n o t  b e i n g  s e e n  a s  

t h e y  were e a r l i e r  i n  t h e  y e a r .  Market p a r t i c i p a n t s  a r e  l o o k i n g  f o r  

t h e  n e x t  c o n v i n c i n g  s i g n s  about  s t r e n g t h  i n  t h e  U . S .  economy, a s  a n  

i n d i c a t i o n  of t h e  nex t  move i n  t h e  d o l l a r .  

During t h e  p e r i o d  t h e  s t a t e  o f  t h e  market  d e t e r i o r a t e d  

s e r i o u s l y .  T r a d i n g  c o n d i t i o n s  were g e n e r a l l y  d e s c r i b e d  a 5  " s l o p p y , "  

" t o t a l l y  u n s a t i s f a c t o r y . "  " t h e  wors t  i n  y e a r s , "  and s o  f o r t h .  Spreads  

became v e r y  wide.  i n t e r b a n k  t r a d i n g  f e l l  o f f ,  and a t  t ime$  marke t  

makers r e p o r t e d l y  d i s a p p e a r e d  f o r  c o r p o r a t e  cus tomers  a s  w e l l  a s  

i n t e r b a n k  c o u n t e r p a r t i e s .  The market  c o u l d  move r a p i d l y  and by l a r g e  

amounts ,  f i r s t  i n  one d i r e c t i o n  and t h e n  a n o t h e r .  w i t h  l i g t l e  t endency  

t o  s t a b i l i z e  by i t s e l f .  
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Thus a l o t  h a s  happened t o  t h e  d o l l a r  i n  t h e  p a s t  s i x  weeks,  

and t h e  p u n d i t s  can draw a l o t  o f  mora l s .  For  one t h i n g  we’ve s e e n  

t h a t  t h e  c e n t r a l  banks can  s t i l l  mount a r a t h e r  large i n t e r v e n t i o n  

e f f o r t  on o c c a s i o n .  And we’ve s e e n  t h a t  t h e  d o l l a r  can s t a n d  p r e t t y  

f i r m  d e s p i t e  t h e  p r e s s u r e  of heavy i n t e r v e n t i o n .  But we’ve a l s o  s e e n  

e v i d e n c e  of t h e  d o l l a r ’ s  v u l n e r a b i l i t y  t o  s i g n i f i c a n t  changes i n  

e x p e c t a t i o n s .  whether  r e l a t e d  t o  s h i f t s  i n  economic p r o s p e c t s  o r  t o  an 

e v e n t  l i k e  t h e  one i n  Ohio.  



NOTES FOR FOMC MEETING 

March 26, 1985 


Peter D. Sternlight 


Desk operations since the last meeting were directeil at 


maintaining roughly similar conditions of reserve availability to 


those prevailing in the weeks before that meeting. The narrow money 


supply measure was quite strong relative to the Committee's 


preferred path through most of the period, although a noticegble 


deceleration toward the end appeared to be producing M1 growth for 


December to March only modestly above the desired 8 percent track. 


Growth in M2 was a bit to the high side through February, but seems 


to have moderated enough in March to result in December-Marcb growth 


around the low end of its anticipated 10-11 percent range, w ~ i l eM3 


tracked to the low side of its 10-11 percent 3-month range tyrough 


the period. It might be noted, though, that the moderate behavior 


of the broader aggregates was in relation to rather substantial path 


rates for those measures--rates that if continued would have seen 


those aggregates run well ahead of the Committee's longer-term 


preferences. 


While reserve paths consistently incorporated a 


$350 million allowance for seasonal and adjustment borrowing, actual 


borrowing tended to run appreciably higher than that. In padt, this 


reflected a tendency for excess reserve demands to exceed the 


$600 million path allowance, while nonborrowed reserves actually ran 


fairly close to path. In part, too, the higher borrowing levels 


reflected some day-to-day reserve shortfalls, as well as some 
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willingness on the Desk's part to be not too concerned about 

somewhat higher borrowing given the substantial strength in M1 

through much of the period. In the two full maintenance periods 

since the last meeting, borrowing averaged about $600 million, while 

thus far in the current period, it is averaging around 

$480 million. A small part of the recent borrowing is due to Ohio 

thrifts. 

Federal funds centered largely around 8 112 to 

8 518 percent during the period, although the average was 8 314 in 

the first half of the current reserve period apparently reflecting 

the tight wind-up to the previous maintenance period and possibly 

some impact of the mid-March tax date. Recent days have seen funds 

closer to the 8 112 area. Trading around 8 112 - 8 314 percent 

seems to be about the level currently anticipated by market 

participants, although at times during the intermeeting period there 

were widespread expectations of seeing the rate at 9 percent or 

possibly higher as a normal condition. 

The Desk met sizable reserve needs during the period, 

chiefly through outright purchases of Treasury bills and notes. 

From the start of the period through March 4 ,  the System bought 

about $4.6 billion of securities, including $1.8 billion of bills in 

the market and $2.8 billion of bills and notes from foreign 

accounts--the latter chiefly reflecting sales undertaken by these 

accounts to support their currencies when the dollar was 

exceptionally strong in late February. The System's large purchase 
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of notes from foreign accounts avoided the need to press the foreign 


account sales on an unreceptive market. As the Desk's purchases 


more than met reserve needs for early March, we followed up by 


running off $500 million of bills in an auction and selling about 


$550 million of bills to foreign accounts. Most recently, we've 


turned again to some outright purchases from foreign accounts as we 


look toward very substantial reserve needs in the next several 


weeks. The net increase in the System's outright holdings over the 


period was about $3.7 billion. Outright operations were 


supplemented by repurchase agreements--either System or customer 


related--on 14 occasions, while reserves were withdrawn through 


matched sale-purchase transactions in the market on one occasion. 


Market interest rates generally rose over the intermeeting 


period against a background of shifting day-to-day sentiment and 


news, but with investors apparently more impressed with the bearish 


side. The Chairman's cormtents in Congressional testimony that a 


period of easing had ended did not really do more than confirm what 


most participants and observers had already concluded, but having 


that official confirmation seemed to condition the market to be on a 


continual lookout for a firming tendency. From time to time some 


observers thought they either saw that firming, or saw reason for 


it, in the occasionally firmer money market, higher borrowing 


numbers or robust growth of money supply. At times, the domestic 


market was also particularly sensitive to signs of weakness in the 


dollar, seeing this as both a reason that policy would not be 
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inhibited from firming and that foreign demands for U.S. securities 

would likely let up or possibly reverse with a changed dollar 

outlook. Occasional countervailing developments in money supply 

numbers, borrowings, or sometimes softer economic data spawned some 


brief professionally dominated rallies but did not seem to arouse 


significant investor interest. Through most of the period market 


participants remained skeptical about the likelihood of significant 


action to reduce the Federal deficit. 


The failure of EMS Government Securities--and the ripple 

effects on thrift institutions and some municipal governments--was 

not a major factor affecting domestic market price developments or 

trading practices, probably because dealers came through relatively 

unscathed. However, the incident was certainly a conversation 

piece, particularly provoking renewed attention to the possibilities 


for regulation of the Government securities market. 
 There was the 


start of a flight to quality in the bill market the day the Governor 


of Ohio closed 70 non-Federally insured thrifts, but the flight 


never got far off the ground. 
 There was some reviewing and pulling 


back here and there on repo lines, and talk of possible restrictions 


on the brokers' market that serves the primary dealers for outright 


trades on a no-name basis, but there was nowhere near the anxiety 


that gripped the market for a time after the Drysdale collapse in 


1982. As to the conversation about regulation, my sense is that 


many more participants in the market are now reconciled to the 


likelihood of a more formal and potent regulatory presence than was 
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the case after previous market episodes of this kind. Obvic/usly, 

the regulation question now presents itself quite forcefully for 

consideration by the Fed, other agencies, the Congress and the 

public. 

Returning to market developments over the recent period, 


against the background factors noted earlier, rates on Treasbry 


coupon issues rose roughly 50 basis points. New Treasury caph 


borrowing in the coupon area was a relatively moderate 


$9 1/2 billion, although starting today the market embarks oh the 


end-of-quarter batch of 4-, 7- and 20-year issues, which wilb raise 


nearly $13 billion new cash)and this prospect also tended to cast 


its shadov over the recent period. 


Meantime, bill rates rose about 20 to 60 basis poinks over 

the interval, while the Treasury raised about $4 billion in that 

sector. In yesterday's bill auction, the average rates werelabout 

8.41 and 8.86 percent for the 3- and 6-month issues, as compared 

with 8.20 and 8.28 percent just before the last meeting. I 

As for the current outlook, I think most market 


participants anticipate somewhat higher rates over the next geveral 

I

months, perhaps influenced by the fairly heavy atmosphere ofithe 


past tvo months. But one is also beginning to sense element$ that 


could change this preponderant view, including the recent evidence 


of slover money growth, slower growth in the economy and eve$ 


perhaps a glimmer of hope on the budget front. 




J.L. Kichline 
March 26, 1985 

FOMC BRIEFING 


Economic activity in the first quarter appears to 

have been expanding at a somewhat slower pace than late last 

year. Domestic spending picked up, associated with strong 

consumption, but a good deal of the demands appear to have 

been satisfied by imported goods. The projected growth of 

real GNP this quarter was revised down to 3 percent owing to 

the greater deterioration in net exports than earlier 

anticipated. Over the balance of the forecast period, 

however, the picture is essentially the same as that 


presented at the last meeting of the Committee, with only 


slight downward adjustments to projected real growth and 


inflation. 


The attraction of imported products is one of the 

forces taking its toll on domestic production. The indus­

trial production index is estimated to have declined 112 

percent in February and there were downward revisions to 

output in each of the three preceding months: weakness in 

production in February was broadly based 'among consumer and 

business products. Aside from import competition, domestic 

output apparently is still being constrained by some 

lingering inventory problems and in February by adverse 

weather. The weakness in output has led to a decline in 



- 2 -

capacity utilization, which in February was back tlo levels 


seen a year earlier. 


Hours worked and employment declined last month for 

the manufacturing and construction sectors, but e+loyment 

gains continued in the trade and services area. Tbtal 

nonfarm employment rose more than 200,000 per month on 

average for January and February, less than duringi the 

fourth quarter but still a good increase. The une1ployment 
rate dipped a tenth to 7.3 percent in February, stiaying in 

I 

the narrow range that has prevailed for more than half a 


year. 


The slower growth of employment early this year has 


been accompanied by somewhat smaller increases in personal 

I 

incomes. That, however, evidently has not been a ileterrent 

to consumer spending, and for the quarter as a whote we are 

projecting an increase of real consumer spending at a 6 

percent annual rate. Auto sales have been especiaily strong 
at around an 11 million unit annual rate, up apprekiably 

from the fourth quarter. The growth was accounted~forby 

domestic makes as Japanese models are in relativelP short , 
supply as the quota year draws to a close. Over the fore-


cast period we do not anticipate further growth in~auto 


sales, and expect that foreign models gradually wiil 


capture a larger share of the market. Outside of fhe auto 
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area consumer spending perked up in February following a 


decline in the preceding month. Beyond the current quarter 


we expect growth of spending to moderate and move more in 


line with growth of incone. 


For the housing sector, aggregate developments on 


average have been about as expected. 
 Single-family home 


starts have been edging up, while the volatile multi-family 


starts also have advanced on average. The forecast has not 


been changed significantly and we continue to believe that 


housing starts will be around 1-314 million units annual 


rate in the future, marginally higher than in the first 


quarter. 


Business fixed investment is an area that is key to 


the forecast and also where current indicators are a bit 


hard to read. We made a small downward revision to the 


forecast, and the roughly 7 percent real growth this year 


builds in substantial moderation--projected growth is half 


the rate registered in each of the past two years. The 


moderation is based upon slowing of output gains, limited 


pressures on capacity, and weakness in projected growth of 


corporate profits. 
 The indicators of recent and prospective 


Shipments of nondefense capital
spending have been mixed. 


goods fell sharply in January and recovered only a little in 


February; however, imports of capital goods were up 
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considerably in January. New orders at domestic droducers 


skyrocketed in February but we can't be sure that this marks 


a reversal of the downtrend observed over the paso half 


year. Nonresidential construction spending has co/ntinued 


up, although high vacancy rates are sure to damp olffice 


building construction at some point. Our forecast1 basically 


is in line with survey evidence and seems to be a keasonable 


bet, but developments in the investment area are nlot 


particularly comforting. As an aside I might notel that the 


Commerce Department in its flash estimate of GNP fbr the 
, 
first quarter showed no growth in business fixed ibvestment 


and that is the principal reason for their lower GbP 
estimate. I 

Wage and price developments generally re4in in 

line with expectations and have not exhibited any kundamen­

tal sense of departing from recent trends. Fixed-beighted 

business product prices are expected to rise arounjd 3 to 

3-114 percent annual rate this quarter, with the dbflator 

about a percentage point higher. 



nmC Briefing 
S.H. Axilrod 
3/26/85 

The s i tuat ion i n  Chi0 appears to have been k e p t  re la t ive ly  

isolated, without large spil lover e f fec ts  on nationalmarkets. 

mnetheless, there have teen a few s ig r s  that confidena? in the s t a b i l i t y  

of the financial  system has been shaken a b i t .  The mt noticeable w a s  

the  very sharp d r q  in the  value of the  dollar on exchange markets. 

Another was the opening f o r  a brief period of a relat ively w i d e  spread 

of private short-term interest ra tes  over Treasury b i l l  rates, as the 

latter f e l l .  

I would a l s o  note that  long-term markets  have not been showing 

signs typical of underlying confidence. m y - t d a y  pr ice  rcovements 

have keen large ard volat i le .  And long-term rates have trended up, 

r i s ing  as much or mre than short-term rates. Lack of progress on the 

budget has  been one contributor. Fear that foreigners might begin 

disinvesting as confidence i n  U.S. markets  wanes has teen another. 

%re have a l so  t een  doubts, despite rather tranquil  over-all pr ice  and 

wage figures, about whether progress against inf la t ion can be continued; 

the mst recent  survey by Hoey showed sane l i t t le increase in  inflationary 

expectations. Reasons f o r  such a change in a t t i t u d e  are not t o t a l ly  

clear. ?he increased probability of a decline i n  the dol la r  is one. 

In addition, market  par t ic ipants  cculd have mre dcubts, as publicity 

abwt d i f f i c u l t  debt problems continues unabated, about whether large 

debt burdens of the  federal g o v e r m n t ,  farmers, foreigners and--beginning 

to appear--for businesses ard consumers may not inevitably lead to  

m n t i n g  inflationary pressures (to in  e f fec t  ease the real burden of 

the debt).  Recent heighteniw of such doubts might be allayed i f  money 

g r w t h  does slow markedly, as we currently expect fo r  March. 
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These various financial market disturbances have OC+~J& 

amid considerable fluctuation in a t t i tudes  about tk real ecorj~"y. 

They have ranged between f a i r l y  bullish,  a s  retail sales a p p.ired 

qui te  strong, to considerably less so as uncertainties have iFreased 

&cut tte underlying strength of capital spending and as ~IQO+S rose. 
I 

As coffimrs continue diverting a s ignif icant  m n t  of their IspendinJ 

to inrports, the willingness of business to expand i n  t h i s  c d t r y  may 

be waning. That of course raises the question of how long cad suf f ic ien t  

incane be generated here to sustain sprding i f  the pattern ofi spending 

means tha t  U.S. businesses w i l l  be faced with sh r ink ing  markeqs and 

less a d  less prof i table  investmnt oportunities. However thqt  may be, 

uncertainties about tk actual sustainabi l i ty  of our econmic expansion
I 

have not appeared to daninate financial  markets,  or a t  least @ f o r  

very long. I would believe, t h g h ,  t ha t  they --like olio, agricul tural  

ard foreign debt,  and the federal deficit-another element ad4ing to 
I 

the Sense of uncertainty and related v o l a t i l i t y  that a t  preseqt appar 

to pervade danestic c red i t  and foreign e x c h q e  markets. 

The al ternat ives  presented in the blue book c)3 not k g g e s t  

that it w i l l  te easy to  reconcile any desire by the Camittee to keep 

M1 within its long-run band wi th  an approach that in the shod run 

helps to ease marke t  concerns. Given the pressures on money demand 

fran tte expected expansion of real GNp next quarter, and maltjng s c m  

allowance f o r  the f a c t  that our -1s still show sane lagged leffect on 

mney demand from e a r l i e r  in te res t  rate declines, we wmld ex$ct 
I 

expansion of M1 over the next three months to be around 6-1/2 ~ p r c e n t  

a t  an annual rate, given sanething l i k e  current pressures on &nk 

reserve positions. 
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Such a rate of growth would take M 1  f r a n  an expected position 

in  March just  b e l o w  the upper l i m i t  of its long-run band to one i n  June 

j u s t  above it. That might not lead markets to believe that an imnediate 

policy t ightenirg w a s  i n  prcspect, since the rate of growth i n  M l  wculd 

be considerably slower than  i n  the f i a t  quarter. But such a rate of 

expansion wcxld still mean t h a t  growth in the second half of t h i s  year 

wculd have to slow fur ther  to be at  the upper point  of the band by year-

end, and fur ther  still i f  growth fo r  t he  year were to be b e l o w  7 percent-

say 6 to 6-1/2 percent .  Unless the rate of inf la t ion or growth i n  real 

GNP were continuing t o  slow, t h i s  mre limited expansion of M 1  might well 

nct be achievable w i t h o u t  fur ther  increases of interest rates. 

There an? saw reasons to expect, or a t  least h o p ,  that M 1  

growth could slow mre than specified under a l ternat ive B over the next 

three nunths, given current mey market conditiors. It may be that 

the lagged e f f ec t s  on money demand of declining in t e re s t  rates are now 

shorter than our  models suggest i f  deregulation has a lso led to increased 

aler tness  on the part of the public to the r e tu rns  on deposits and 

al ternat ive instruments. Secondly, f inancial  conditions may be basically 

t i gh te r  than recent M 1  g r w t h  may imply. A l i t t le evidence f o r  that 

might te adduced fran the lack of aggressive CD offerings by thrifts 

a d  banks recently-reflected i n  a marked deceleration of M3 earlier 

than fo r  M1-thatm may be associated with sane conservativeness in  

lending policies. If  so, there could be a l i t t le  more r e s t r a in t  on 

naninal GNF' growth and mney demand than we currently suspect. 

A slowing of M 1  to  the al ternat ive B pace, or less, wculd 

avoid what cculd te a considerable dilemna f o r  the Cornnittee. Given 

recent financial  ard nonfinancial develapments, an argument can be 
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made that tb econany and financial  markets may te a l i t t l e  t+ f rag i l e  
! 

a t  t h i s  point to withstard much additional restraint on reseqe positions 

shculd that t~ needed to res t ra in  M l  growth. On the other ha+, grcmth 

of M 1  much above the al ternat ive B pace wculd appear to cast doubt upon 

the a b i l i t y  of the FOMC to a t t a in  the  4 to 7 percent l o n g - m ~ t a r g e t  

f o r  Ml, with sane darger to the c red ib i l i ty  of the FoMc's anti-inflationary 

s tance .  Sustained growth above target--which cculd inmlve t? need 

to consider readjus t iw the target a t  midyear-ald be of lejs concern 

in the  degree that there w a s  evidenm of a substantial uplard lshift  

i n  demard f o r  money relative to inccme. Fmt thus f a r  there ii not much 

evi&nm of that. Inst i tut ional  changes d~ not appear to be 4aising 

money demrd significantly:  ard econanic an3 financial uncertdinties do 

no t  s e e m  to explain strong money growth earlier t h i s  year, as i that 
growth rather appears to represent a normal response to lower~in teres t  

rates. ~ 

un3er these corditions, i n  terms of policy response !to 

variatioffi i n  mney behavior, a re la t ive ly  slow growth in M 1  dmld provide 
~ 

an opportunity to permit sme easing i n  money market  corditio+ to help 

al leviate  recent market concerns, thcugh a ~ p 0 3case can also be made 
that slow M 1  growth might be acccnudated without an easing, jt least 

for a w h i l e  and up to a p o i n t ,  to enhance f l e x i b i l i t y  later in  the 

year. Should Ml growth be re la t ively rapid,  on the other h a d ,  it 

warld s e e m  that such gmwth wmld need to be resisted to prov+e scope 

for adequate exparsion i n  money l a t e r  t h i s  year, absent  relatqvely 

clear signs of a weak econany and unstable f inancial  and excqnge 

m a r k e t s  that suggest the Camnittee's lOng-rUn target fo r  Ml dc(es not 

appropriately allow fo r  enhanced demards fo r  l iquidity.  HoweVer, i f  
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tk econany a d  m a r k e t s  are incked in a rather f r a g i l e  state, the 

f r a g i l e  is cOmeCt, t h e  cmnittee i n  resistiq money growth, even though 

caut ious ly  and probi rg ly ,  may have to be prepared f o r  a mre pronounced 

impact than usual on ledirg policies and demanjs f o r  goods and services-

which is just anotker way of saying that a little res t r a in t  i n  present 

circumstances may 93 a lorg way. 




